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摘 要 
 
为了稳定泰国的汇率和价格水平，我们尝试探究其国内通货膨胀和汇率水平如何应对冲击。
我们开发了向量自回归模型的多变量系统方程进行分析，该系统方程同时也可以捕获泰国
的短期利率和供给冲击。分析表明，对于外部冲击，泰国通货膨胀的反应比泰国汇率反应
要敏感得多。我们发现这样一个事实，泰国汇率及国内和国外通货通胀之间存在着单双向
因果关系。基于这点，我们建议将宏观经济的自动调节建立于稳定机制上，这将有助于减
轻经济冲击带来的影响(主要是需求冲击)；另外，我们还建议实行管理汇率制以应对国外
价格对泰国国内价格水平的影响，还有由泰国中央银行和泰国政府实施的价格紧缩政策以
维持泰国物价稳定。 
 
关键词：价格；通货膨胀；汇率；利率；动态效应 
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Abstract 
This paper examines the impact of external shocks on Thai inflation.  It begins with a research on 
how the domestic inflation and the exchange rate levels respond to variation in shocks. The 
empirical models are the multivariate system equations of the Vector Auto-Regressive model and 
Granger causality test. These models also capture the short-term interest rate as well as demand 
and supply shocks in Thailand. The result shows that the response of Thai inflation to external 
shocks is more sensitive than it does to the Thai exchange rate responses. We discovered that 
bidirectional and unidirectional Granger causality exists amongst Thai exchange rate, domestic 
and foreign inflation.  It implies that the lagged values of Thai exchange rate and foreign price 
changes have useful predictive contents on given lagged values of the Thai inflation rate. In 
conclusion, this paper recommends free-floating exchange rate regime, which will better protect 
the Thai economy from external shocks. 
 
 
 
 
 
 
 
Keywords: Prices; Inflation; Exchange Rates; Dynamic Effects 
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Chapter 1 Introduction 
 
1.1 Motivation 
Basic macroeconomic indicators can be used as an illustration of a country's economic condition. 
One of the basic macroeconomic indicators is inflation. Generally, the inflation rate is used to 
measure the price stability in the economy. Moderate inflation is tolerable for the sustainable 
economic growth and to some export-oriented countries like Thailand, the exchange rate is also a 
crucial factor to ensure a positive economic performance. The study on Thai economy these days 
becomes an interesting topic as it successfully recovered its economic after being hit by Asian 
Monetary Crisis in 1997 and the Financial Crisis in 2008.  
For open-economy countries, inflation comes from domestic factors (internal pressure) and also 
international factors (external pressure). The sources of external factors are the increase in the 
world commodity prices or exchange rate fluctuation. The influence of exchange rate towards 
inflation itself depends on the choice of exchange rate regime in the country. The Thai 
government adopted managed-float exchange rate regime after the 1997 crisis as the Bank of 
Thailand has learned from their mistakes. Thus, Thai currency now fluctuates freely under the 
inspection of the central bank.  
Thailand, however, which depend heavily on the international market, is very sensitive to the 
stability of inflation levels on domestically and internationally now. The inflation rate in a 
country can have a significant negative impact on the value of its own currency. In case of a 
rising inflation, the purchasing power parity against other countries, decreases, causing the 
exchange rate to depreciate. It is fostered by the rising prices of products of domestic country 
discourages foreign countries to import them. As a consequence, the export volume will fall and 
resulting in the decrease in demand for domestic currency. Further, this condition will lead the 
state to the economic depreciation. On the other hand, such a scenario might happen if a foreign 
country experiences declining inflation rate. Therefore, the changes in price of goods and 
services of other countries may have also a serious impact on the domestic inflation. Admittedly, 
this circumstnace can be seen in Thailand economic since it depends densely on export and 
import. Accordingly, Thailand domestic market needs to be reinforced  to avoid a severe impact 
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of external shocks. For instance, after the 2008 global economic crisis, Thailand was prompted to 
rethink its exchange rates and export-import strategy, which later had successfully reformed its 
economic stabilization. Being worse, the inflation level and the official exchange rates have 
recently been unstable in Thailand, forcing the government to be mindful in formulating 
proposition to endure with both domestic inflation and foreign inflation. 
Exchange rate system has an important role in reducing or minimizing the risk of fluctuations in 
exchange rates, which will have an impact on the economy. Any changes in exchange rates will 
have a great impact on the economy and the process that the change in exchange rate contributes 
to the change in inflation is called pass-through. As a newly industrialized country, Thai 
economy is heavly export-dependent, with exports accounting for more than two of third of its 
GDP (Figure 1). The openness index of Thai economy reached more than one hundred percent 
since the beginning of 2000. The international transactions, therefore, are in focus. The value of 
accepted medium of exchange in the world community seems to get full of interest. Exchange 
rates of Thai Baht to other currencies are now examined and become so much important to the 
Thai economy due to the high degree of openness. According to World Trade Developments 
report relesaed by the World Trade Organization in 2013, Thailand ranks second in Southeast 
Asia in external trade volume, after Singapore.  
 
Figure 1: Thailand Export, Import, GDP and degree of openness at current price 
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 3 
Considering the background above, this paper seeks to study the dynamic effect of exchange 
rates and foreign inflations toward Thai inflation. It will examine thoroughly how the system of 
exchange rates and inflation has impact to each other. To capture the relationship that exists 
within this system, we will adopt the Vector Auto-Regressive (VAR) model, which is a system of 
equation. The selected top trading partners in this paper are presented by the US, China, the EU 
countries and also Japan (Appendix 1, 2). These countries have been ranked as the top partners 
of Thailand export-import activities through some years. Furthermore, this paper has some 
recommendations for the BOT to formulate some comprehensive policies to manage the inflation 
and achieve economic stability. It could also serve as a new cultural banking model for other 
countries‟ central banks as a means to achieve price stability of their economy. 
The rest of the paper is structured as follows. Literature review related to this empirical study is 
presented in chapter 1.2. Chapter 2 illustrates data and methodology for this empirical study. 
Chapter 3 presents empirical results, which include VAR, Impulse Response function, Variance 
Decomposition analysis and Granger causality test. Chapter 4 concludes key findings and 
provides suggestions for further study.  
 
1.2 Literature Review 
While studying the Pass-Through (impact) of Exchange Rates and Import Prices to Domestic 
inflation in some industrialised economies using the Vector Auto-Regressive (VAR) model, 
incorporating the variance of decomposition and the impulse response function, McCarthy1 
discovered that import prices and exchange rates as external factors have a significant effect on 
the domestic price of inflation (using both PPI and CPI) over the post-Bretton wood era. Also, 
the pass-through effect is somewhat stronger in economies, which have a higher import share. 
This finding suggests that there are other predetermined factors that affect the domestic prices 
since the impact of import prices and the exchange rate are modest on the domestic price levels 
and secondly, global economic shocks that affect the exchange rates and import prices will turn 
out to moderately affect the domestic prices in industrialised economies (McCarthy, 1999). 
                                                          
1 Jonathan McCarthy‟s original work on pass-through effect was in 1999 and later published in the eastern economic 
journal in 2007. 
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 4 
Burstein & Gopinath, (2013) on studying the relationship that exists between the Exchange Rate 
and Prices presented a framework to interpret this relationship which generates insensitivity of 
prices to exchange rate changes through variable markups. Both under flexible and rigid prices 
for partial equilibrium and general equilibrium frameworks. In addition to this, the anticipated 
exchange rate depreciation through the supply channel has a limited effect on inflation and 
output growth.  
On the other hand, unanticipated exchange rate fluctuations appear to be more significant than 
anticipated fluctuations, and impose a variety of effects on inflation and output growth across 
developing countries, drawing a sample from 33 developing economies (Kandil & Mirzaie, 
2003). 
Examining the pass-through effects of exchange rate changes on East Asian domestic prices 
using Vector Auto-Regressive analysis, Ito and Sato discovered that the pass-through effect from 
exchange rate to domestic prices is low (Ito & Sato, 2006). Goldberg & Campa, (2006) 
compared the source of price stability for 21 OECD countries and discovered that border prices 
of traded goods are highly sensitive to exchange rates, but the CPI and the retail prices of the 
goods are stable.  
Following on from this, Philippe Bacchetta, (2002) tried to explain the reason behind the pass-
through effect of exchange rates to consumer prices being lower relative to import prices, and 
discovered that the local distribution cost is a significant reason the pass-through effect is small 
on Consumer Prices.  
In as much as it is a known fact that the pass-through effect of exchange rate variations on 
consumer prices is much lower than the import prices. The reason for this phenomenon is partly 
due to the local distribution costs as a complementary explanation based on the optimal pricing 
strategy for firms. Considering a model in which foreign exporting firms sell intermediate goods 
to domestic companies which assembles the intermediate goods and sells the final goods to the 
consumers and face significant competition from other local firms, they prefer to sell in their 
local currency while the exporting firm prefers to sell in the exporter's currency. Therein leading 
to a zero pass-through effect on the consumer price while the pass-through effect on the import 
price is complete (Bacchetta & Wincoop, 2003). 
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Campa & Goldberg (2005) used cross-country and time series based evidence on 23 OECD 
countries showing that there exists a partial pass-through effect on the exchange rate to import 
prices in the short run, mostly with the manufacturing industries while it evens out in the long 
term and countries with higher volatile exchange rate have higher pass-through elasticities. 
Goldberg & Knetter, (1997) noted that common-currency relative prices and exchange rates 
between those markets are strongly correlation, which implies that incomplete pass-through is a 
result of third-degree price discrimination and distance matters for segmentation of markets 
across borders. 
Campa & Goldberg (2002) showed that there exists evidence of a partial pass-through in the 
short run, while in the long run; producer currency pricing is more prevalent. Analyzing the 
dynamic composition of the pass-through effect, it was discovered that there is a big difference 
in the composition. Conditioned on price changes between the average Dollar prices on the 
exchange rate against the average Non-Dollar prices, their pass-through effect is significantly 
different, and they are 25% and 95% respectively (Gita Gopinath, 2007).  
Campa & Goldberg, (2006) argued that retail prices affect the exchange rates which is felt 
significantly for traded goods rather than non-traded goods. Studying the transmission rates from 
the exchange rate movements to import prices over 15 years reveals a high transmission in the 
short run. Although this is incomplete and differs across industries, the effect is high, while in the 
long run, it‟s also high and close to one (Campa, et al., 2005). There also exists a co-integration 
relationship between stock prices and the exchange rate studying the Asian economies. This was 
observed using South Korean data while data from Hon Kong, Malaysia, Singapore, Taiwan and 
Thailand indicates a strong feedback relationships (Clive W.J. Granger & Yang, 2000).   
The previous literatures have basically examined the pass-through effects from import prices and 
the exchange rate to domestic prices and and vice versa. Nevertheless, they often used the 
currency of the US Dollar to proxy the foreign price even when the trading partners are not the 
United States. Uniquely, this paper seeks to study the dynamic effect of exchange rates and 
foreign inflations toward Thai inflation. It will examine thoroughly how the system of exchange 
rates and inflation has an impact to each other. To accomplish that, this paper will not firmly 
using the US Dollars, instead, it seeks to find out the nature of trade between Thailand and other 
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countries in order to divine the eloquent and suitable foreign price. Moreover, this paper will 
further examine the causality exists between foreign prices, exchange rates, and domestic price. 
1.3 Relevant Backgrounds of the Thai Economy 
Economies are faced with the major monetary policy challenge of establishing the effects and 
relationship that exists between its exchange rates and prices. According to the Trade and 
Economic Indices (TEI) published by the Ministry of Commerce in Thailand, there has been a 
0.38 percent year on year inflation rate in June 2016, which is because of increases in the prices 
of clothing and footwear, recreation and education, food prices and so forth. However, there have 
been swings noted in the level of inflation and exchange rates in Thailand. For example, in July 
2009 the inflation rate in Thailand was negative (-4.38%), while it was around 24.56% in June 
1980. There have been fluctuations in the degree of inflation and exchange rate in Thailand 
which makes its monetary authority pay more attention towards making adequate policies that 
will stabilise the price levels in Thailand, and by so doing, will also stabilise the official 
exchange rate. The former Governor of Bank of Thailand, Prasarn Trairatvorakul, stated in 2012, 
that the lowering of the inflation rate target from 3.5% to 3.3% is due to the Global Economic 
slowdown, particularly from the U.S.A, which is accompanied by the declining oil price and 
other sources of energy. Furthermore, he sets a 3% policy rate (interest rate), which he deemed 
appropriate towards boosting their economy2. The current Governor Veerathai Santiprabhob, in 
his speech captioned „Monetary Policy and Financial Sector Development Policy 3 , noted 
explicitly that the Bank of Thailand would remain focused on mitigating short-term excessive 
exchange rate volatility while expecting a positive inflationary rate in 2016, which has in the past 
been in negative territory. He also noted that the current increase in the price level of Thailand is 
due to the rising prices of petroleum and food supplies. Let us examine the trend of inflation 
(CPI) and the exchange rate over time in Thailand. 
                                                          
2
 See http://www.asean-china-center.org/english/2012-07/03/c_131692576.htm 
3 See http://www.bis.org/review/r151229a.htm 
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Figure 2: Thai inflation and official exchange rate (per US Dollar) 
This figure depicts the fluctuations that have existed in the levels of the consumer price index 
(right axis) and the exchange rate (left axis) in Thailand.  In exchange rate theory, a rise in the 
price level in a foreign country must accompany currency appreciation to the domestic country. 
This means that a positive change in the value of the Thai Baht with respect to the US Dollar 
(depreciation) during inflationary pressure periods. However, the Thai Baht appreciated, and 
inflation remained stable from 2002 to 2007. One possible explanation of this result other than 
the change in the exchange rate is capital inflows during that decade.  
The subsequent appreciation of the Baht leads to a rise in inflation in 2008. In 2009, the 
depreciation of the Baht accompanied the negative relationship with the change in CPI. In 2010, 
the Baht appreciated, and Thai inflation rate began rising. This change in relationship between 
exchange rate and inflation might arise from the fragility of US dollar and make its decrease, and 
that puts pressure on the exchange rate, along with the economic slump in the year 2008 which 
came out declining in Thai CPI and after that, inflation  increased as a result of stimulus 
packages from the government.  
However, due to the price changes of food supplies accompanied by the global petroleum price 
fall towards the end of 2015, there is every indication that there will be positive price change in 
2016. Before this crisis, Thai economy was growing by 6.3% on average under the Thaksinomics 
policy and Thailand was able to pay off its debt to the IMF in 2003. In 2009, Thailand 
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 8 
experienced a negative growth rate of 2.3%, per capita GDP decreased, poverty level increased, 
and so forth. After the global financial crisis, the average growth rate of Thailand‟s economy 
became 2.5%. The Yellow Shirt and People‟s Alliance for Democracy reconvention and efforts 
during this period to boost the economy of Thailand led to the year-on-year GDP growth rate of 
about 6.5%. After this incidence, Thailand has been growing gradually even in the face of some 
political and economic shocks in Thailand. After all, the depreciation and appreciation of Thai 
Baht will have a certain impact on inflation in Thailand.  
Thailand trades with the USA and other Asian countries (mostly those in same Economic 
Integration with Thailand like ASEAN, APEC, and others.). Thus, the price growth level in the 
USA and other Trade Partners with Thailand has a pass-through effect on the Thai exchange rate. 
The US and Thailand established trade relations in 1832 and signed the Treaty of Amity and 
Commerce in 1833 thus formalizing diplomatic relations centered on Trade and Friendship 
between them. Both economies are part of the signatories to the 1954 Manila Pact of the former 
Southeast Asia Treaty Organization (SEATO) in 1977.4 In 2003, U.S and Thailand established 
the Bilateral Free Trade Agreement (FTA), which boosted the trade between these two 
economies since its inception. In as much as this United States – Thailand Free Trade Agreement 
was suspended in 2006 by the World Trade Organization (WTO) due to some political reasons, 
the United States and Thailand have been trading partners till date5.  
In 2015, the total export of Thailand was 214.38 billion US Dollars with 23.742 billion US 
Dollars to China, 24.058 billion US Dollars to the USA, 25.504 billion US Dollars to all 
European countries and 20,076 billion US Dollars Japan6 (see Appendix 1). In the same year, the 
total import of Thailand stood at 202.65 billion US Dollars with 41.066 billion US Dollars from 
China, 13.864 billion US Dollars from the USA, 25.164 billion US Dollars from all European 
countries (all Europe) and 31.236 billion US Dollars from Japan7 (see Appendix 2). The ASEAN 
economies that are trade partners to Thailand do not use a common currency, therefore; it will be 
complex to factor in ASEAN economies currency (foreign currency) impact on Thailand 
                                                          
4 See http://www.state.gov/r/pa/ei/bgn/2814.htm 
5 See “Thailand: Background and U.S. Relations by Emma Chanlett-Avery, Ben Dolven, and Wil Mackey (July, 2015)” 
6 See http://www.thaiwebsites.com/imports-exports.asp 
7 See http://www.thaiwebsites.com/imports-exports.asp 
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economy. However, the US was the second top exporting country and third importing country for 
Thailand while China is the first top exporting and importing country8.  
China, US, and European countries jointly contribute over 41% and 40% of total Thai Export 
and Import while ASEAN contributes 25.7% and 20% respectively. Also, the government of 
Thailand maintains a regulatory framework, which harnesses investments and trade and does not 
restrict the flow of resources. These are therefore and evidence of a significant trading 
relationship between these economies. However, while trying to study this relationship, we will 
not overlook the impact of the inflation rates in foreign economies that have been main trade 
partners of the Thailand. Also, the US Dollar and Euro are often used as international trade 
currency and could serve as the currency base of Thailand‟s foreign reserve. 
 
1.4 Overview of Thesis 
Every state seeks to have a steady economic growth and rapid economic development even when 
they are forced to encounter economic shocks, both internal and external. According to the 
previous events, economic shocks are inevitable and are, unfortunately, not forecasted accurately. 
This causes to the inability of the countries to prematurely formulate a proper measure that can 
be implemented to strengthen their economy during the shock periods. However, to develop its 
economy, a state must maximize their productivity efficiently and effectively. Over time, the 
level of economy growth may exceed what it can internally afford, and thus, it will have to open 
the economy to trade with other countries in the rest of the world. 
Rejecting a closed economy system is openning up the economy with the rest of the world 
economies which is the essential part for theoretical facts like Comparative Advantage (David 
Ricardo, 1817), Absolute Advantage (Adam Smith, 1776), Heckscher-Ohlin model, etc. This has 
been shown to foster rapid growth and development in economies. For trade to take place, there 
has to be an established price system, this serves as a mechanism, which regulates the market, 
and in this platform, it is called the exchange rate.  
The nominal exchange rate is the relative price of domestic currency in terms of foreign 
currency, simply put, it is the amount of domestic currency to purchase a unit of foreign 
currency. In general, the US Dollar has always served as the basis on which exchange rate of a 
                                                          
8 http://globaledge.msu.edu/countries/thailand/tradestats 
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country‟s currency is defined. For example, 10RMB/USD, 12NGN/USD, 0.34Euro/USD, etc. 
Directly from this definition, prices in the United States affect the exchange rate since the 
exchange rate is expressed jointly in terms of a country‟s currency and the US Dollar. Therefore, 
in addition to the US price as the foreign price, we also adopt RMB, the Euro and JPY as part of 
the foreign prices, which can affect to Thailand domestic price and exchange rates. This model 
captures the trade between two economies and assumes that both countries trade with each other 
no matter the level of trade openness. The Exchange Rate model is defined as: 
                                          𝑒 =
𝜀𝑃∗
𝑃
                                                                   (1) 
𝑒 denotes the nominal exchange rate,  𝜀 is the real exchange rate, defined in terms of quantities 
of domestic good required to purchase a unit of foreign good.   𝑃 is the domestic price while 𝑃∗ 
is foreign prices (prices in the United States). A priori denotes that while domestic prices 
inversely affect the nominal exchange rates, foreign prices positively affect it. For a given Real 
Exchange Rate, the growth rate of the nominal exchange rate is the difference between foreign 
and domestic inflation rates; this is shown from the equation above as: 
                                
1
𝑒
∆𝑒 =
1
𝜀
∆𝜀 + 𝜋∗ − 𝜋                                                     (2) 
Where 𝜋∗ is the price growth rate (inflation rate) in the foreign economy, 𝜋 is the domestic price 
growth rate (inflation rate), 𝜀 is the real exchange rate, and 𝑒 is the nominal exchange rate. This 
denotes that the monetary authorities both domestic and abroad, play a significant role in 
managing the exchange rates by understanding the dynamics and adjusting monetary policies to 
affect prices to establish a stable economy.   
In view of the adopted research methodology; the CPI as a measure of prices is a basket of 
consumer goods and services, which comprises both the consumption of locally produced goods 
and services, and imported goods and services. Given that import prices are captured partly by 
the CPI; which measures a consumer basket, comprising both imported and domestically 
produced goods. Thus, the exchange rate is likely to have an impact on the CPI. Due to this fact, 
there may exist a simultaneous causation between these variables. Therefore, to capture the 
relationship that exists within this system, we will adopt the Vector Auto-Regressive (VAR) 
model, which is a system of equation. The vector auto-regression (VAR) model is one of the 
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